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Dear Sir: 


We represent the appellee In the above captioned 
matter. r 


The page reference in the first full paragraph 
of__p. 47 of our brief should read 480 F.2d at 374 (not 314). 

Would you please permit the bearer of this letter 
to make the correction in ink on all copies of the brief 
that have been filed. In the event that copies have been 
delivered to the Judges who will be hearing the appeal, 
would you please transmit copies of this letter to those 
judges so that the correction can be made. 


EL: vc 

cc: Lawrence Powers, Esq. 


Very truly yours. 
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lUnfltb §>tatra Court ox Apprala 

roK the Second Circuit 


TITAN GROUP, INC., 

Plaintiff-Appellant, 

against 


HAROLD FAGGEN, 

Defendant-Appellee. 


BRIEF FOR APPELLEE 


Preliminary Statement 

Appellant appeals from judgments (65a, G8a)* after a 
non-jury trial before the United States District Court for 
the Southern District of New York (Tyler, J.) dismissing 
its complaint which sought rescission of four contracts 
pursuant to which appellant purchased the business for¬ 
merly owned by appellee (the “Faggen Companies”) and 
awarding judgment to apjxdlee on his counterclaim for the 

♦Numerical references are to the Appendix; numerical refer¬ 
ences preceded by the letter “S” are to the Supplemental Appendix; 
numerical references followed by the designation “# 73 - 1345 ” 

are to the Appendix on the prior q>peal bearing that index 
number. 
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principal ($5,500,000) and accrued interest on promissory 
notes issued to him in payment for the stock of the 
Companies and for counsel fees as provided for 
in the notes. Ap]H*llnnt*s claim was based on an alleged 
violation of Rule 10b-5 under the Securities Exchange 
Act of 1034 (17 CFit 240.1 Ob-5). 

The trial court rejected appellant’s contention that it 
acquired the Faggen Companies on the strength of a 
handwritten summary of adjusted (or restated) earnings 
and narrative description of Appellee’s business prepared 
two months before the execution of definitive contracts. 
The court fo’’nd, instead, that appellant relied upon the 
elaborate representations and warranties of the earnings 
and financial condition of the Faggen Companies which 
were incor|>orated in those contracts. 

The court found incredible the testimony of appellant’s 
two negotiators that they had relied on the informal 
presentation of adjusted earnings rather than the actual 
historical earnings represented and warranted in the con¬ 
tracts. It was not difficult for the trial court to reach 
this conclusion since these witnesses, when they were 
appellant’s Chairman of the Board and President, respec¬ 
tively, approved appellant’s proxy statement issued after 
execution of the contracts, which proxy statement de¬ 
scribed the transaction as one reached after arm’s length 
negotiations and after thorough investigation of the fi¬ 
nancial condition and earnings history of the Faggen 
Companies (1542). In addition, one of these witnesses, 
ap|H*llant’s former Chairman of the Board, was ami is a 
lawyer specializing in mergers and acquisitions (176). It 
was he who, after making the deal with appellee, pre¬ 
pared the first draft of the contract and reviewed all 
subsequent drafts (246, 250). Neither his first draft nor 
the later ones referred to any restatement of earnings. 
Not once did he suggest that they l>e a subject of con¬ 
tractual reprseentations and warranties and not once in 


* 



tho three and one-half years between the execution of the 
contracts and this action, did he claim that he or appel¬ 
lant had been misled by appellee. 


The Facts 

The stock ot appellee's four actuarial companies was 
acquired by appellant, a publicly held real estate con¬ 
glomerate, in exchange for ten year convertible subor- 

ir r^wJ ,r °! n 1 isSOry not ‘“ 8 in the Principal amount of 
$o,.>00,000 with interest at 4% with amortization to com¬ 
mence in tlie sixth year, pursuant to four voluminous, 
meticulously drafted contracts (Exhibit 4; (>9a-95a #73- 
1345) executed on December 2, 19G8. At the time of 
acquisition, the Faggen Companies had, in addition to the 
assets necessary to conduct its business, a securities 

portfolio whose value exe.led $1,300,(XX) which appellant 

promptly transferred to itself upon acquisition. 

Three and one-half years later, in May 1972, after a 
succession oi management changes arising out of a series 
of financial crises unrelated to the Faggen Companies’ 
operations, appellant defaulted on an interest payment 
due appellee on his notes and simultaneously commenced 
this lawsuit. It was the culmination of concerted efforts 
commenced in 1971, and led by Robert J. Frankel, who 
became appellant s chief executive officer in February of 
that year, t, coerce appellee to convert his notes into 
stock, the market value of which had substantially de¬ 
clined (see pp. 12-14, infra). 9 However, before analyzing 

* "The Chairman then described his efforts to convince Mr 
Faggen to restructure his interest in the Company. He commen¬ 
ted on the effect of the debentures on possible merger, bonding 
capacity and profit position. He stated that as a result of Mr. 
Faggen’s refusal to consider such restructuring, the Executive 
Committee had caused an investigation to lie made to determine 
whether or not there was some basis for setting aside the trans¬ 
action in which the debentures har! been issued." (Minutes of 
Board Meeting September 14, 1971 459a #73-1345) 
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appellant’s motives and conduct in bringing this action, 
it is appropriate to discuss the transaction itself. 

Edmund Kaufman became appellant’s Chairman and 
chief executive officer in April 1969 and served as a direc¬ 
tor from December 1968 until May 1971. He was a 
California lawyer with a background in accounting and a 
specialist in corporate mergers and acquisitions. In Sep¬ 
tember 1968, he was engaged as appellant’s special coun¬ 
sel to negotiate the transaction. Kaufman hail been coun¬ 
sel to, and a general partner of, a syndicate known as 
the “Block Group”, which acquired control of ap]>cllant in 
the spring of 1968. (103) This same syndicate was respon¬ 
sible for the appointment of Anthony Frank, as President 
of apj>ellant. (104) Frank and Kaufman negotiated the 
transaction with appellee. ( 974 et seq.) 

Benjamin Kobinson, a New York lawyer specializing in 
union pension and welfare funds, and a senior partner in 
the firm of Robinson, Silverman, Pearce, Aronsohn, Sand 
& Berman, had been chairman of appellant’s board for 
many years before the entry of the Block Group. (329) 
He had known appellee professionally in connection with 
the actuarial services which the Faggen Companies per¬ 
formed for pension and welfare funds which he served 
as counsel. Robinson, as chairman of appellant’s board, 
in the early summer of 1968 introduced appellee, as a 
candidate for acquisition, to Frank (274, 329)* but de¬ 
clined to participate in negotiations because of their close 
relationship. \332) Frank was of the opinion that the 
Faggen Companies would make a good mix with appel¬ 
lant. He then arranged for Kaufman to be designated to 


* Early in 1968, the appellee, then approaching retirement age, 
determined to sell his business. Prior to negotiations with appel¬ 
lant, he had met with representatives of several companies, in¬ 
cluding Price, Waterhouse & Co., I^evin-Townsend Computer Corp. 
and John Diebold, Inc. (30-31). 




ineot with appellee to evaluate the Faggen Companies and, 
if feasible, to negotiate a deal. 

Since appellant was always in need of cash (397) one 
of the principal attractions of the Faggen Companies was 
its liquidity. It had a securities |»ortfolio readily converti¬ 
ble to cash worth more than $1,300,000, and not necessary 
for the operation of its actuarial business; in addition, it 
had assets of alxuit $700,(XH) (including more than $250,(XX) 
in cash and certificates of deposit). (1077) The Faggen 
Companies were an attractive acquisition for other rea¬ 
sons as well: 

Over a numl>er of years, the Faggen Companies had 
acquired a reputation as a leading actuarial business 
performing services primarily for union pension and 
welfare funds.* 

The income tax returns of the Faggen Companies (in¬ 
cluded in Exhibit 4) reported historical net income of all 
the Faggen Companies lx-fore federal income taxes to be: 


b is cal J car Ended In Eet Income 

1968 $364,975 

1967 246,306 

1966 352,302 

1965 257,780 

1964 229,935 


•Appellant’s annual report for I960, disseminated a year and 
a half after the transaction, and during Kaufman’s tenure as 
Chairman of the Board, described the Faggen Companies as fol¬ 
lows: 

The Harold Faggen Companies, one of the nation’s prom¬ 
inent actuarial, consulting and computer service organi¬ 
zations, continued its profitable growth during 1069. Head¬ 
quartered in New York City, the Faggen operation pro¬ 
vides computerized pension and welfare fund administration 
to multi-employer union pension funds providing benefits 
to over 1,000,000 persons. (1526) 
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Kaufman first met appellee on September fi, 19(58, at 
which time Kaufman was given a copy of the income tax 
return for the largest of the Faggen Companies, Harold 
Faggen Associates, Inc., for the fiscal year ended June 
30, 19(58. Appellee described some of the acquisition 
proposals that had been made to him; particularly his ne¬ 
gotiation with another public company, John Diebold, Tnc. 
(“Diebold”), wherein Diebold proposed to acquire the Fag¬ 
gen Companies for stock based uj>on a multiple of earn¬ 
ings plus the net worth of the Faggen Companies. The 
negotiator for Diebold (Rogov) had, together with appel¬ 
lee, w’orked up a summary of what the Fuggen Companies’ 
earnings might have been in 19(58 ha/1 they then been 
owned by Diebold (05). Kaufman reviewed this sum¬ 
mary (1342-43) with appellee and made a copy of it (34). 
Some of the items appearing in this summary (the “Die¬ 
bold Memorandum”—Exhibit 1) were questioned by Kauf¬ 
man and appellee agreed that some of its underlying as¬ 
sumptions were inappropriate, particularly those that 
made accrual adjustments to cash basis tax returns. (59) 
The meeting closed with Kaufman expressing an interest 
in pursuing further the possible acquisition of the Faggen 
Companies. (128) 

A second and final meeting with Kaufman was held on 
October 2nd at the office of the Faggen Companies in New ? 
York. Present were Kaufman, Frank and appellee. (974, 
131) Appellee produced copies of all of the income tax 
returns filed b> the Faggen Companies for the previous 
five fiscal years, as well as the client ledger and various 
employee records. (975) 

Appellee, Kaufman and Frank went over the tax re¬ 
turns. (975) They hypothesized a series of changes to the 
net income of the Faggen Companies shown on the tax as 




it might have boon lia<l appellant owned the Faggen Com¬ 
panies during the years covered by the tax returns. Gen¬ 
erally, private companies operate in a manor to reduce in¬ 
come and thus taxes. Public companies usually attempt to 
maximize earnings in order to increase the market price 
of their shares. They thus translated the earnings of the 
Faggen ( omp.mios, as privately held companies, into what 
the earnings of those companies might have l>eon had ap¬ 
pellant, a public company, then owned them. (975 et seq.) 

Appellant s brief suggests an element of mystery in the 
five adjustments that were discussed. Not so. As Kauf¬ 
man admitted, most of the adjustments could lx* taken di¬ 
rectly from the Faggen Companies’ tax returns. (266-67) 
The five adjustments related to pension overfunding, sal¬ 
aries, city and state income taxes, expense items that 
would not have been incurred by a public comoany, and 
accounting fees earned personally by appellee, and thus 
reported only on his personal tax returns. Each of these 
items, except for appellee’s personal accounting fees which 
had been earned for work j»erformed by appellee on lie- 
half of funds serviced by tin* notarial companies, ap¬ 
peared on the Faggen Companies’ lax returns. 

The amounts paid toward the pension fund were re¬ 
ported on the tax returns (see, e.g., 1344, item 25a), as 
were the salaries (1345), the city’ and state income taxes 
(1348), and the specific expense items. (1348) So far as 
the personal accounting fees were concerned, apj>elleo de¬ 
scribed them to Kaufman and Frank and they are shown 
separately on Exhibit 2. (1390) 

In the fiscal years ended in 1968, the Faggen Companies 
had made pension contributions of approximately $64,- 
000. (976)* These payments were optional. Since the 

* The figure "$158,000” at line 17 of p. 976 of the appendix 
should read “58,000”. 



pension funds were substantially overfunded, the con¬ 
tributions were not necessary and therefore these expendi¬ 
tures would not have been made, and would have been 
added to the income of the Faggen Companies had appel¬ 
lant owned them. City and state taxes were $21,(KM). 
Since it was contemplated that income was to be com¬ 
puted before all income taxes, the $21,000 was added back 
as an adjustment to the income shown on the federal 
tax returns. (976) The salaries for appellee and Rose 
Dogan were $87,(XX) and $50,000, respectively. Since the 
deal contemplated that their salaries were to be reduced 
to $50,000 and $40,000, respectively (303u, #73-1345) 
they would have been at the latter rates in 1968 if appel¬ 
lant had owned the companies. The aggregate reduction 
$47,(XX), was added back as an adjustment to the income. 

(979) Kaufman and appellee agreed (977-78) that $37,- 
000 was an appropriate adjustment for expenses items 
such as apartment rent, boat, automobiles, and non-recur¬ 
ring legal fees which would not have been incurred had 
appellant owned the Faggen Companies in 1968. This, too, 
was added to the income of the Faggen Companies as 
shown on the federal tax returns. The personal account¬ 
ing fees received by appellee in 1968 were $35,280. Since 
an amount equal to the personal accounting fees would 
have been paid over to the Faggen Companies by appellee 
if the Faggen Companies had been owned by appellant, 
they, too, were added as an adjustment to the income for 
those companies as shown on the federal tax returns for 
1968. (978) When the Faggen Companies’ earnings for 
1968, as shown on the federal tax returns, were thus ad¬ 
justed. the net income-pretax for the 1968 fiscal years was 
raised from $365,000 to $571,000. The same procedure 
was followed, in less detail, for each of the earlier vears 

(980) J 





When Kaufman and Frank satisfied themselves that had 
the Faggen Companies l>een owned by appellant their 
earnings would have boon in excess of $500,000 in 19G8, 
Kauiman offered appellee ton year 4% convertible notes 
in the principal sum of $5,500,000 in exchange for the stock 
of the Faggon Companies. (981) Appellee assented to 
Kaufman’s terms and they shook hands on the deal. 

Kaufman requested that appellee, together with Frank, 
work up a memorandum showing the bottom line for four 
years adjusted along the lines that they had discussed, 
together with a brief description of the Faggen Compan¬ 
ies. (983-84) Some time before October 9th, the date of 
appellant’s next board meeting, the memorandum was com¬ 
pleted (Exhibit 2, 1356-1361). Frank had the memoran¬ 
dum typed and it is that document (Exhibit 3, 1368-1372) 
which forms the basis of appellant’s claim." 

When the board met on October 9th, the Faggen Com¬ 
panies’ acquisition was discussed but Frank did not dis¬ 
tribute Exhibit 3 to the board member.;. (392, 516-17) 
The minutps of that meeting are totally silent with re¬ 
spect to any discussion of the earnings of the Faggen 
Companies. (191a-192a, #73-1345) Several of the board 
members testified that they recalled being told that the 
earnings were in the range of $450,000 to $550,000 (390- 
391, 368, ;>16, 588) but, and more importantly, they recalled 
being told that the securities portfolio of the Faggen 
Companies was something in excess of $1,000,000. (589, 

* Appellant s brief (p. 5) ';.iaracterizes the document as “the 
selling memo”. The phrase is an invention of appellant’s counsel. 
The document was used to sell no one. It was prepared after 
the parties had agreed in principle on a deal and ii was neither 
distributed to appellant’s board nor was it ever seen by appellant’s 
principal negotiator until this lawsuit was started. (214) 
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391, 370) The board approved the transaction in princi¬ 
ple on October 9th, subject to the executive committee’s 
analysis of the financial details of the transaction (396, 
f)21) and its final approval. (192a, #73-1345) 

Kaufman prepared the first draft of the contract (139), 
which made provision for conventional certified financial 
statements for a period of five years up to 1968. (1557) 
Clearly, financial statements of this kind would have re¬ 
flected the actual, not the restated or adjusted, earnings. 

Kaufman prepared and delivered the first draft of the 
contract with the express understanding that he would be 
consulted with respect to all aspects of the transaction. 
(348, 418). He arranged for Michael Rosen, an associate 
in Robinson’s law firm, to attend the various meetings 
with appellee’s lawyers and to re-draft documents so 
that he could avoid trips to New York. (348) 

Shortly after the first draft was received by Rosen, it 
became clear that no certified financial statements had 
ever been prepared for the Faggen Companies and the 
parties had to come up with an acceptable alternative. 
(429) Tt was determined that the Faggen Companies’ in¬ 
come tax returns, together with brief “stub” period state¬ 
ments for the portion of the year from the end of the fis¬ 
cal years ending in 1968 to September 30, 1968, would bo 
wd as the financials represented in the contract docu¬ 
ments—that these would be the sole financial representa¬ 
tions. (429) Rosen prepared a re-draft which included 
that change, among others. (444-5) He marked the 
changes in red pencil and mailed a copy of the redlined 
revision to Kaufman (444-5), who approved them. (250) 
Robinson did not participate in any of the contract draft¬ 
ing and, in fact, was out of the country during most of 
tins period. (431) As the lawyers moved toward closing, 

* rank designated McIntyre, appellant’s Treasurer, a certi- 


* 





11 


fied public accountant and a member of appellant’s Board 
of Directors, to check the validity of the adjustments to 
the income tax figures. McIntyre reviewed with appellee 
each of the adjustments (1478, 1423; 340-342a #73-1345) 
and found them to be reasonable. (1478) 

On December 2, 1968, the transaction closed. Shortly 
thereafter, appellant received from appellee securities 
which on December 31, 1968 bad a market value of $1,368,- 
000. (lOla-llOa #73-1345 ; 200, 298, 581, 602, 1677) 
Thereafter, additional monies in excess of $700,000 were 
taken by appellant from the Faggen Companies. (1390) 

Kaufman and Frank became appellant’s principal wit¬ 
nesses in support of its Kule 10b-5 claim. Their credibil¬ 
ity was examined by the trial court and found wanting. 
It is thus appropriate to examine their conduct after ac¬ 
quisition. 

Tn April 1969, Kaufman became Chairman of appel¬ 
lant’s Board and its chief executive officer. (154) In 
May 1969, appellant filed with the Securities and Exchange 
Commission and disseminated to the investing public a 
proxy statement prepared or reviewed by Kaufman. (212) 
Frank and Robinson also testified that the proxy state¬ 
ment was true. (317, 372) It stated: 

The Amount of Convertible Installment Notes de¬ 
livered to Mr. Faggen was arrived at as a result of 
arms-length negotiations between the parties, with 
each side separately represented by counsel, based 
upon the financial condition and past earnings his¬ 
tory, and after a thorough investigation of the busi¬ 
ness and assets of the companies acquired from Mr. 
Faggen. (1542) 

Tn view of the proxy statement, the appellant's belated 
attack on the lsma tides of this transaction is incredible, 








particularly since appellant’s case was ba&jd on Kauf¬ 
man’s and Frank’s testimony. 

After the acquisition and at the direction of appellant’s 
management during the period in which Kaufman was 
Chairman and b rank was President, the Faggen division 
was committed to a substantial and costly expansion of 
its data processing operations (see pp. 31-32, infra). Par¬ 
enthetically, it should be noted that this costly expansion 
notwithstanding, the Faggen Companies continued to be 
profitable during the period of Kaufman’s tenure, which 
ended in the summer of 1970, and he so reported to appel¬ 
lant's shareholders. (1526) 

In April 1970, Kaufman was aware that appellant hail 
issued an estoppel letter to appellee’s first wife in connec¬ 
tion with a matrimonial settlement. The letter attested to 
the fact that the notes issued by appellant to appellee 
were a valid and subsisting obligation of appellant. (111a 
#73—1345) The date of issuance of this estoppel letter 
is significant because the contracts, by their terms, pro¬ 
vided for a shortened statute of limitations, March 31, 
1970, after which appellant could not claim any misrepre¬ 
sentation or breach of warranty. (80a #73-1345) 

In February 1971, Robert J. Frankel became appellant’s 
Chairman and chief executive officer. (878-879) Shorth 
thereafter, he launched an attack against Kaufman in con¬ 
nection with the latter’s involvement in appellant's 1968 
Yosemite acquisition which had resulted in a $2,600,000 
loss to appellant. (172, 182) He accused Kaufman of a 
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breach of fiduciary duty and conflict of interest. (458a, 
#73-1345) By 1971, appellant owned Kaufman’s law firm 
the sum of $133,000 for legal fees incurred while he was 
Chairman. (209) Almost contemporaneously with this at¬ 
tack, Frankel commenced the campaign against appellee 
seeking to coerce him into a conversion of his notes into 
stock, to relieve appellant of its debt burden. (402a, 459a 
#73-1345) Frankel was present when appellant’s Presi¬ 
dent arid chief operating officer threatened appellee that if 
he did not convert to an equity position they would take 
out all of the cash and reduce the appellant to a shell. 
(900-907) 

At the board meeting of May 13, 1971, one year before 
the commencement of this action, Frankel announced that 
appellant had defaulted on an interest payment to appel¬ 
lee. (403a, #73-1345)* Kaufman, who was still a member 
of the Board, submitted his resignation and protested this 
action by Frankel. (422a, #73-1345) Frankel immediately 
cured the default. 

When by September, 1971 the various threats failed, 
Frankel retained counsel* to commence an action against 
Benjamin Robinson and appellee in order to compel Rob¬ 
inson to put pressure on appellee to negotiate. (914-915) 
Frankel had the proposed complaint read to the Board. 
When Robinson threatened to hold the board members re¬ 
sponsible for any such action (459a-4fi0a #73-1345), ap¬ 
pellant refrained from commencing the action. 

Shortly thereafter, Frankel settled Knufman’s claim for 
legal fees for 10,000 shores of restricted stock of appel- 


* This was the first of his attempts at coercion to compel 
appellee to convert. Among the last of such efforts was the de¬ 
fault on interest payments contemporaneous with the institution 
of this lawsuit. 











lant, then worth about $15,000 ( 921-024), dropped appel¬ 
lant’s conflict of interest claim against Kaufman and pro¬ 
cured Kaufman as a witness against appellee. (924) 

At no time during Kaufman’s tenure as board member 
or ( hairman did Kaufman ever claim, or even suggest, 
that appellant had been misled by appellee. (40). At no 
time prior to the institution of this lawsuit did Kaufman 
question the bona tides of the Faggen acquisition. Neither 
did Frank. 

Appellant’s complaint, in a patent distortion of the leg¬ 
end on Exhibit 2,* alleged that the summary contained 
therein represented the actual pretax net income of the 
Faggen Companies “adjusted to accounting conditions 
(accrual basis) which would prevail after the acquisition 
. . (7a, #73-1345)•• 

At the trial, the appellant abandoned these contentions 
since appellant's witnesses acknowledged that the sum- 
mary in Exhibit 2 was not a statement of actual historic 
“Net Income—Pre-Tax" but rather a summary based upon 
adjustments. Unable to challenge the basis upon which 


•The caption prepared by appellee (1360) stated: “Net 
Income—Pre-Tax Adjusted to Basis Which Will Prevail After 
Acquisition”. There was no reference to accrual basis. Nor was 
there any reference to accounting conditions. 

** A second count sought relief on the ground that appellee 
wrongfully withheld books and records of the Faggen Companies. 
No evidence whatever was offered on that count and in fact the 
documentary evidence demonstrated that the claim was patently 
sham in that appellant five days l>efore the verification of the 
complaint acknowledged that it had all of the books and records 
(253a-255a. #73-1345) 




the summary had been prepared, appellant in the court 
below shifted its ground to challenge the l>onn tides of the 
adjustments by arguing that they were not prepared in 
accordance with generally accepted accounting principles. 
It completely ignored the fact that appellee prepared the 
summary in accordance with appellant’s instructions, and 
that appellant s negotiators had thoroughly discussed the 
adjustments which would Ik* made, and, indeed, had par¬ 
ticipated in calculating and making those adjustments. 
(976 et seq), 


Summary of the Court’s Findings 

After a trial which consumed ten trial days, the court 
made the following findings of fact: 

1. Appellant pursuant to contract bought the stock of 
the Faggen Companies on the basis of financial state¬ 
ments in the tax returns for five fiscal years ending in 
1908, and stub period statements for the interim periods 
ending September 30, 1968. (S-12a-13a) 

2. The contracts executed by the parties on December 
2, 1908 (including the financial statements appended there¬ 
to) contained no materially false or misleading statements 
nor did they omit to state material facts necessary to make 
the statements made not misleading. (S-13a) 

3. As between appellant and apjwllee, in the negotia¬ 
tions, the balance of sophistication and “know-how” rested 
heavily in favor of appellant. (S-27a) 

4. Following the closing, and between 1968 and 1972, 
appellant withdrew more than $2,000,(MX) in cash and se¬ 
curities from the Faggen Companies. (S-16a) 
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5. At the October 2, 1968 meeting, Kaufman reviewed 
each of the tax returns of the Faggen Companies. (S-6a) 

6. On the basis of his own review of the tax returns, 
Kaufman estimated that the adjusted pre-tax income of 
the Faggen Companies would be about $550,000. (S-7a) 

7. At the appellant’s Board of Director's meeting held 
on October 9th, it voted to acquire the Faggen Companies, 
subject to the Executive Committee’s investigation and 
approval of the financial and other details of the transac¬ 
tion. (S-lla) 

8. At the October 9th meeting, the Board did not have 
the memorandum containing the summary of adjusted 
earnings (Exhibit 3) and did not discuss any items of 
adjustment. (S-lOa) 

9. Following tin? directors’ meeting, McIntyre investi¬ 
gated the earnings of the Faggen Companies and the 
adjustments thereto, made inquiries and studies of the 
adjustments and satisfied himself and appellant as to 
their validity (S-12a, S-35a-36a). 

10. Appellant was aware that the bottom line adjusted 
earnings figures in Exhibit 3 included investment income 
(S-32a-33a). 

11. The adjusted figures in Exhibit 3 w’ere substantially 
accurate (S-35a-36a). 

12. There were no false or misleading statements relat¬ 
ing to the data processing capacity of the Faggen Com¬ 
panies and Exhibit 3 was not construed as indicating that 
programs were completed (28a-29a). 

13. There were no material misstatements or omissions 
regarding customers in that appellant was not interested 



in specific customers, was aware that customers would 
be lost in the ordinary- course of business and, in fact, 
did nothing 1 when, within a month after the closing, a 
disgruntled employee took some customers from the 
Faggen Companies (S-14a, 29a). 

14. Appellant was aware of the relationship between 
appellee and Robinson. (S-3()a) 

15. Following the closing, the actuarial business of the 
Faggen Companies continued to be strong (S-14a). 

1G. Appellant did not rely upon Exhibit 3 or the ad¬ 
justed income summary referred to therein (S-10a-12a). 

17. Appellee made no materially false statements nor 
did he omit to state material facts necessary to make the 
statements made, in the light of the circumstances under 
which they were made, not misleading (S-37a-38a). 

Questions Presented 

1. Was there clear error in the trial court’s finding that 
the appellant made its purchase and issued notes on the 
basis of the contractual representations and that appellee 
made no material misstatement or omission T 

2. Assuming, arguendo, a material misstatement or 
omission, did the court err in holding that appellant had 
the burden of proving, and failed to prove, reliance in its 
lOb-5 easel 

•1. here appellant had defaulted on its promissory 
notes issued to appellee for value, was it error for the 
trial court to award judgment on appellee's counterclaim 
for the principal amount of the notes, plus accrued inter¬ 
est, together with attorneys’ fees incurred in the collec¬ 
tion thereof when by their terms the promissory notes 
contained an acceleration clause and provided for the 
payment of attorneys’ fees! 
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POINT I 

The evidence supported the Trial Court’s findings 
of fact. 

On its appeal, appellant calculatingly ignores the con¬ 
tracts (Exhibit 4) with their representations and war¬ 
ranties of the Faggen Companies’ earnings; ignores the 
fact that appellant’s auditors verified the represented net 
income of apindlee’s companies; ignores the fact that 
every’ one of the representations was true; (p. 21, infra), 
and ignores its 1968 proxy statement describing the 
transaction (1542). Instead, it claims that the $5,500,000 
of its notes were exchanged for the stock of the Faggen 
Companies on the strength of a handwritten memo de¬ 
livered two months before the contracts were signed.* 

Appellant chooses to overlook the fact that the minutes 
do not contain any reference to the memo or to the re¬ 
stated earnings contained therein; that the Board’s ap¬ 
proval of the transaction in principle was subject to the 
final approval of the contracts by appellant’s Executive 
Committee. (191a-192a, #73-1345) It disregards the 
fact that Frank failed to advise the Board that the earn¬ 
ings reported to it were on a restated basis and that no 
one explained the manner in which the restatement was 
arrived at. 

In United States v. Aluminum Co. of America, 148 F.2d 
416, 433 (2d Cir. 1945), this court (L. Hand, J.) discus¬ 
sing Rule 52(a) Fed. R. Civ. P. held: 

It is idle to try to define the meaning of the phrase, 
“clearly erroneous’’; all that can be profitably said 


* In Value I.ine Fund, Inc. v. Marcus, CCH Fed. Sec. L. Rep. 
^91,523 (S.D.N.Y. March 31, 1965), upon which appellant heav¬ 
ily relies, the exchange took place without representations or war¬ 
ranties or, indeed, any contract other than a purchase confirmation. 
Such a transaction is clearly distinguishable from the one at bar. 
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is that an appellate court, though it will hesitate 
less to reverse the finding of a judge than that of 
an administrative tribunal or of a jury, will 
nevertheless reverse it most reluctantly and only 
when well persuaded. This is true to a consider¬ 
able degree even when the judge has not seen the 
witnesses. Ilis duty is to sift the evidence, to put 
it into logical sequence and to make the proper 
inference from it. . . . 

However, whatever may be said in favor of revers¬ 
ing a trial judge’s findings when he has not seen 
the witnesses, when he has, and in so far as his 
findings depend uj>on whether they spoke the truth, 
the accepted rule is that they “must be treated as 
unassailable”. Davis v. Schwartz, 155 U.S. 031, 
036, 15 S. Ct. 237, 39 L. Ed. 289; Adamson v. 
Gilliland, 242 U.S. 350, 353, 37 S. Ct 1G9, G1 L. Ed. 
35G; Alabama Power Co. v. Ickes, 302 U.S. 4G4, 
477, 58 S. Ct. 300, 92 L. Ed. 374. The reason for 
this is obvious and has been repeated over and 
over again; in such cases the appeal must be de¬ 
cided upon an incomplete record, for the printed 
word is only a part, and often by no means the 
most important part, of the sense impressions 
which we use to make up our minds. 

See also United States v. Yellow Cab Co., 338 U.S. 338, 

341 (1949) 

Analysis of the Evidence Supporting the Court’s 
Findings of Fact 

The court’s findings that: 

(1) Appellant based its determination to buy the Fag- 
gen Companies on the strength of the tax returns 
and the stub period statements (S-12a-13a) 

and 
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(2) There was no evidence that the contracts contained 
materially false or misleading statements (S-13a) 

and 

(3) As between appellant and appellee the balance of 
sophistication and know-how rested heavily with 
appellant (S-27a) 

• • • 

The court found that between October 9, 1968 and 
December 2, 1968 the parties agreed that 

litan would buy the Faggen companies against 
the tax returns for the last five fiscal years of 
those companies and also against the unaudited 
financial statements of the companies prepared by 
Joseph Warren Company, a certified public account¬ 
ing firm, for the quarter ended September 30, 1968. 
(S-12a-13a) 

The contracts (Exhibit 4) each contained similar rep¬ 
resentations and warranties relating to income and finan¬ 
cial condition. References to financial condition are made 
in flU 3.1, 3.5, 3.8, 3.9 and 3.21 of each contract (62a-73a 
#73-1345). The key representation is ]f3.1, which in¬ 
corporates by reference financial statements contained in 
the income tax returns, together with the stub period 
statements, and represents that the statements are accu¬ 
rate, present fairly the results of the operations and were 
prepared in conformity with generally accepted account¬ 
ing principles. (62a, #73-1345) The provision for the 
incorporation of the financials contained in tax returns 
was made in consultation with Kaufman (418, 444-5) and 
superseded Kaufman’s draft wliich contemplated the 
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presentation of conventional certified financial statements 
(1556-1557).* 

The court found “parenthetically, but importantly” that 
“plaintiff has not even attempted to offer . . . any per¬ 
suasive evidence that those particular contract document 
financial statements as set forth in paragraph 3 of the 
contracts of acquisition ^ontain anything of significance 
or materiality which was false or misleading at the time 
they were made” (S-13a). 


Indeed, Kaufman was aware (254), and each of the 
appellant’s financial experts conceded, that the financial 
statements incorporated in the contracts were accurate 
in all respects (564, 654, 705). An analysis demonstrat¬ 
ing the accuracy of the financial representations in the 
contract appears at 362a-363a #73-1345. ‘ 

In the negotiations, appellee represented himself. Al¬ 
though trained as a lawyer, he never practiced and knew 
nothing about mergers or acquisitions. (28) 

Kaufman, on the other hand had j>artieipated as a 
socialist in more than 300 mergers and acquisitions. 
(176-177, 250-;>l) He had also been trained as an ac¬ 
countant and had passed the certified public accountant 
examination (198). Frank, who, prior to his connection 
with the appellant, liad been an executive in the savings 
and loan business, had substantially greater knowledge of 
data processing than appellee (987). 


* Conventional financials would have shown substantially the 
same results in that here was no provision either in Kaufman’s 
draft or in any other draft for restated or adjusted ermines. 
Nor did Kaufman make any reference to investment income in 
his draft. 
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(4) The court’s finding that between 1968 and 1972 
appellant withdrew more than $2,000,000 in cash 
and securities from the Faggen Companies (S-lGa) 

• • • 

Appellant’s Exhibit 12 (1390) admits that after acqui¬ 
sition appellant took $2,009,252 in cash and securities 
from the Faggen Companies.* 

Exhibit 12 writes down the stock of appellant held by 
the Faggen Companies because the stocx was arbitrarily 
designated by it as “investment stock”. (582-83) The 
stock when held by the Faggen Companies was free stock 
and was valued as such by appellant’s independent ac¬ 
countants at the time of the closing. (G02, 1677) 


(5)-(6) The court’s findings that Kaufman reviewed the 
tax returns and the adjustments and deter¬ 
mined that on an adjusted basis the income of 
the Faggen Companies was about $550,000 
(S-6a, 7a) 

• • • 

Kaufman testified that he examined the tax returns on 
October 2, 1968 or prior thereto. (132, 255) He reluctant¬ 
ly admitted that he was generally aware of the adjust¬ 
ments and that they were discussed at the October 2nd 
meeting. (257-261) Among the items discussed were pen¬ 
sion overfunding, travel and entertainment, salaries and 


* Exhibit 12 charges to appellee salaries paid to appellee and to 
Rose Dogan (who he married two years after the transaction) 
of approximately $500,000. As appellee has noted time and time 
again in this litigation, the salary and expense payments were paid 
directly from the Faggen Companies and if appellant proposes to 
debit appellee for those payments, then the cash and securities 
which appellant received from the Faggen Companies must be 
correspondingly increased (571a, #73-1345). 





V-.-v. 
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personal accounting fees (259-262). Most of the ad¬ 
justments could be made by a skillful person right off 
the tax returns. (266-67) Appellee’s testimony was un¬ 
equivocal. On October 2nd at 9:00 A.M. Kaufman and 
* rank met with appellee at bis office and the financial 
statements contained in the tax returns were reviewed 
line by line. Each of the items to be adjusted was noted 
and the parties agreed on the adjustments. (974-980) 
Kaufman and Frank acknowledged that the 1968 adjusted 

000° n (980) the Faffgen C0mpanieri was in excc8S o{ *500,- 

(7) The courts finding that appellant’s Hoard of Di¬ 
rectors voted to acquire the Faggen Companies sub¬ 
ject to investigation and approval of financial and 
other details by the Executive Committee (S-lla) 

• • • 

Frank testified that he was aware that there was a need 
for verification of adjustments. (321-22) Director Frager 
testified that the Hoard left to the Executive Committee 
the responsibility for reviewing the financials. (396) Di¬ 
rector Casey testified that the Executive Committee was 
to determine profitability. (521) 

On October 9, 1968, the Board of Directors approved 
the transaction subject to the approval of the Executive 
Committee (192a #73-1345) and its analysis of the fi¬ 
nancial details oi the transaction. (396, 521) 


(8) The court’s findings that the Board did not discuss 
adjustments to income (S-lOa) 

l »™.,in R at p. 48, suggests „ lat , ho 
courts statement that there was no discussion of earning. 




meant that earnings were not mentioned at the Board 
meeting. As the colloquy wliich immediately followed the 
rendering of the opinion makes clear (1181), this is a dis¬ 
tortion of the court’s opinion on this subject. Earnings 
were stated by Frank, but they were not discussed. No 
Board member testified that there was a discussion of 
earnings. Each recalled that a figure was mentioned, but 
the recollections varied as to precisely what that figure 
was. More important, there was no discussion about 
adjustments to earnings. In no case did any Board mem¬ 
ber testify that he heard mentioned earnings of $571,- 
000 for 1968 (the figure shown on Exhibit 3). Obviously, 
therefore, Frank did not refer to Exhibit 3 when he men¬ 
tioned earnings to the Board. Frank never disclosed to the 
Board how r the earnings figures were arrived at, even 
though he was aware that they were the results of adjust¬ 
ments to income. (278) The Board could not have relied 
upon the earnings being exclusive of investment income 
since there was no evidence that Frank told the Board 
that the earnings excluded investment income. Indeed, 
Frank testified that he had no recollection as to whether 
he ever told the Board that the $300,000 or $350,000 in 
earnings which he reported to it was actual or restated. 
(305-6, 313) 

As the court observed, the minutes of the October 9th 
meeting of the Board of Directors make no reference what¬ 
ever to the earnings of the Faggen Companies, let alone 
a discussion of adjustments. (191a-192a #73-1345; S-lOa- 
11a) 

For appellant to argue that it relied upon the adjust¬ 
ments contained in the Diebold memorandum (1341-2), or 
that those adjustments were material (Brief for Appellant 
at 14-16) is absurd since there is no evidence whatever 
that Kaufman communicated any of the contents of the 
Diebold memorandum to any member of the Board, in¬ 
cluding Frank. 
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We note, parenthetically, that the court found that ap¬ 
pellant’s need for cash was a prime motivation of the di¬ 
rectors. The testimony made it clear that the pool of 
liquid assets was an important element in the transaction. 
For example, Director Frager testified that from its in- 
ception ap^llant was “always fighting for a cash position” 
(•>.>7); Director Grunebaum testified that appellant always 
ind a need tor cash and that the asset position of the 

/ro^ en T 1 C f mpanie8 Wa ‘ s of iln l >or tance in the transaction 
; Robinson testified that appellant was “alwavs tight 
tor funds”. (370) ' h 


(9) The court’s findings that McTiuyre made an inves¬ 
tigation of the adjustments (S-12a, 35a-30a) 

• • • 

McIntyre was directed by Frank to look into the ad¬ 
justments to determine whether the summary of adjusted 
earnings was valid. (322) McTntyre knew that pension 
overfunding, salaries, city and state taxes, travel and en¬ 
tertainment expenses, and appellee’s accounting fees were 
the adjustment items. (336a-347a #73-1345; 1423) So far 
as McIntyre'was concerned, investment income was not ex¬ 
cluded. McIntyre satisfied himself that the pro forma 
figures “came within the ball park” and he so reported to 
Frank. (14i8, 1480)* It was not appellee’s responsibility 

* App ella n,, s brief (p. 23) criticizes Judge Tyler for his finding 
that appellants real concern was to make sure the pro forma 
figures were within the “ball park” and it quotes from pp. 1468 
and 1478 of the transcript. The court's recollection of McIntyre’s 
testimony was, in fact, superior to appellant’s analysis after it had 
the opportunity to review the transcript. McIntyre testifier! that 
he spoke to Frank ami told Frank that he had “checked the tax 
returns and that other than that, and—outside of accounting in¬ 
come when it all added up it came within the ballpark and seemed 
to be what the projections were ....’’ (1480) 





to determine the scope or extent of McIntyre’s investiga¬ 
tion. 


10) The court’s finding that appellant was aware that 
Exhibit 3 did not deduct investment income (S-32a- 
33a) 

• • • 

The court found that Kaufman was aware of all the ad¬ 
justments and was aware that the figures were not based 
upon a deduction for investment income.* The appellant 
argues (Brief for Appellant at 17-19, 27) that the Die- 
bold memorandum (1342-43) made a deduction for invest¬ 
ment income and there was no writing that specifically 
stated that investment income was not included in Exhibit 
3. (1371) Appellant never proved that Exhibit 2 was 
derived from the Diebold memo (Exhibit 1). Appellee 
testified unequivocally that the figures included in Exhibit 
** were arrived at by Kaufman, Frank and appellee, 
working off the tax returns (988)—that the bottom line 
figures in the tax returns (which included investment in¬ 
come) were the starting point and that investment in¬ 
come was not excluded. (988, 991) Buttressing appellee’s 
testimony was McIntyre’s recollection that investment 
income was not excluded. (339a #73-1345) 

♦The investment income was the income from the $1.3 million 
securities portfolio acquired by appellant as part of the package 
It amounted to: 6 ' 

Tax Year Investment Income 

1965 $36,377 

1966 78,582 

1967 30,522 

1968 51,777 (1384) 

** Exhibit 3 was typed from Exhibit 2 by appellant. Exhibit 2 
made no reference to investment income. 





Kaufman himself supplied the explanation for the ex¬ 
clusion of investment income in the Diebold memorandum 
and its inclusion in Exhibit 2. The Diebold memorandum 
contemplated a transaction whereby appellee would be 
paid a specific price for his actuarial business plus an 
amount equal to the net worth of the business, which net 
worth consisted primarily of the securities portfolio. Kauf¬ 
man stated: 

LI]f we were paying for net worth, for the stocks 
and bonds themselves, it would have been irrational 
in fact it was irrational, to think in terms of also’ 
multiplying the dividend income and the investment 
income. (123) 

The deal that was discussed on October 2nd, however, did 

£r 0 t r™ VOlve a separate payment for the net worth. The 
$o,o00,000 principal amount of notes issued to appellee 

SJfnS? ymen - - f ° r h ‘ S ° ntire business ’ including the $1,. 
300,000 securities portfolio. It would have been just as ir¬ 
rational to exclude the investment income in a deal where 
iere was to be no separate payment for net worth as it 
would have been to include such income if there was to 
be a separate additional payment for the net worth.* 

(U) court’s findin K that the adjusted figures in 
Exhibit .1 were substantially accurate (S-35a-36a) 

• • • 

The court foun.l it p„ 5 »ihlc that upon reconstruction, 
using different methods, the figures in Exhibit 3 might not 
prove out to the dollar but the shrinkage, if any, would 
not be material. (S-35a) 


* Appellant’s brief (p. 20) states that it was not buying appel- 
ees investment "expertise”. There is an obvious difference be- 
ween expert.se and $1,300,000 in securities. Appellant was buying 
the latter, not the former. ' 45 
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Aside from the investment income of approximately 
$50,000 in 1008, api>ellant questioned the validity of three 
items of adjustment: (i) pension overfunding; (ii) salary 
adjustment for Rose Dogan in the amount of $10,000 in 
1068; and (iii) travel, entertainment, and other expense 
items. 

(i) Pension Overfunding 

Frank and Kaufman conceded that they were aware 
that, in the presentation to them, appellee had added hack 
the amount of the pension contributions because in 1068 
no pension payment was required since the plan was then 
overfunded. Nevertheless, appellant’s expert witness, 
Rohn, ignoring the understanding of the negotiators with 
respect to the adjustments—which were retrospective, not 
prospective (see pp. 7-8, supra )—testified that he did not 
take into account a single dollar for the pension overfund¬ 
ing on two grounds: first, without knowing whether or 
not the pension plan was overfunded and, if so, the ex¬ 
tent of the overfunding, Rohn assumed that there would 
have to be some pension contribution because pensions tend 
to lx* a continuing obligation (490), and second, appellee 
failed to make an adjustment for accrued vacation pay. 
(492) 

Botli of these reasons were patently specious. Tn prepa¬ 
ration for testimony to be given in this litigation, appel¬ 
lant requested its actuary (Castrovinei) to determine what 
the pension requirements would have been on an accrual 
basis in 1968. The actuary supplied a letter (Exhibit 16' 
indicating that, on an accrual basis, the reasonable cost 
expected to occur on an annual basis would range from 
$15,000 to $30,(XX). (1393) In preparing Exhibit 16, C'as- 
trovinci had the impression that “it was not important” 
and that a “ball park number” would be sufficient. (823) 
Nothing was said in the letter as to what the obligation 
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was in the year 1 968, but the same actuary’s representa¬ 
tion to the accounting firm of which Rohn was a partner 
is instructive on the validity of the pension adjustment. 
Tn that letter, Exhibit O (1694-5), Castrovinci stated that 
for the year 1971 the current service cost of the plan was 
$18,785. Moreover, in 1971 there were GO employees 
(1694); in 1968 there were 33 employees. (1362) There 
was no service cost—no pension contribution—for the 
years 1969 or 1970 (567) and as of January 1, 1971 the 
value of accrued benefits (the liabilities of the plan) was 
$201,000 while its assets had a book value of $532,727 and 
a market value of $526,549. (1694) 

Thus, the litigation-inspired effort to fix pension obliga¬ 
tions at $15,000 to $30,000 is spurious. But, even assum¬ 
ing that some credence should have been given to Exhibit 
16, it would have allowed for a pension adjustment of as 
much as $49,000 for 1968 ($64,000 minus $15,000). That 
adjustment appears nowhere in appellant’s reconstruction 
of adjusted income because Rohn testified that it was off¬ 
set by accrued vacation pay—an obligation fully disclosed 
to appellant. (545, 212a #73-1345) The vacation pay 
item was not taken into account in the preparation of Ex¬ 
hibit 2 because it was an accrual item and Exhibit 2 only 
dealt with cash adjustments. (1003) But even assuming 
that vacation pay accruals should have been adjusted, the 
amount of the adjustment would have been less than 
$5,000 a year, because the total vacation accrual liability 
assumed by ap|>ellant was $23,000 (Brief for Appellant at 
24) and those accruals were built up over many years. In 
evaluating Rohn’s testimony, it is worth noting that he 
did make an adjustment deducting from income $4,000 for 
accrued vacation pay for 1968 (1384), but, nevertheless, 
totally disallowed the pension adjustment which, even ac¬ 
cepting Exhibit 16, should have been in the range of 
$50,000 added to income.* 

* The court had additional reasons for rejecting Rohn’s testi¬ 
mony (see pp. 40-42, infra). 
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(ii) The Adjustment for Rose Dogan’s Salary 

Rose Dogan had drawn a salary of $50,000 in the fiscal 
year ended in 1968. Under the acquisition agreement, licr 
salary was to be $40,(X)0. (393a #73-1345) This was 
discussed at the October 2nd meeting. (979) The sum¬ 
mary thus assumed that had the acquisition taken place 
prior to 1968, there would have been a saving of $10,(KK). 

(iii) Travel, Entertainment and Other Expense Items 

Kaufman, 1' rank and McIntyre recognized that in a pri¬ 
vate business one frequently takes deductions in amounts 
larger than one takes in a public company. (977. 978, 1430, 
1478, 1480) The parties agreed after discussion on Octo¬ 
ber 2nd that the amount for which this item was to in* ad¬ 
justed was $37,(K)0. (481a #73-1345) 

(12) The court’s finding that there was no false or mis¬ 
leading statement about the data processing capa¬ 
city of the Faggen Companies (S-28a-29a) 

• • • 

The court found that neither Frank nor anyone else on 
behalf of appellant assumed or was told that the Faggen 
Companms had greater data processing capacity than ac¬ 
tually existed. Appellant’s brief (p. 39) distorts Exhibit 3 
to suggest that it contains a representation that appellee 
had completed a data processing program which would en¬ 
able it to service stock brokers, accountants and lawyers. 
Exhibit 3 explicitly described the equipment owned by the 
Faggen Companies. It states that “Harold Faggen Asso¬ 
ciates, Inc. . . . leases an IBM 360 Model 20 computer. 
The present system uses cards but two disc drives are on 
order and delivery is expected within the next few weeks’’. 
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(13b9) The president of appellant's actuarial division tes¬ 
tified that in 1968 the Faggen Companies had a limited 
computer program. (798-99) There was no statement 
that an automated program was in being (1012); an em¬ 
ployee was, in fact, working on an automated program 
(1013); appellee had discussed the project with account¬ 
ants, stockbrokers and others (1016); but was not making 
sales efforts. (1018) Frank himself testified that “Mr. 
Faggen had the concept, which I grew very excited about, 
of computerizing the capability of analyzing relatively 
small coq>orate pension funds and using that caj>ability 
with almost no face-to-to face contact between tin* i it 
and the actuary . . .” (279) [Emphasis supplied.] 

Mr. T* rank was knowledgeable in the field of computers. 
Ife surely know that there was a considerable distance 
between having a concept and the development of that 
concept to the point that it becomes salable, let alone 
profitable. Mr. Frank knew, the capacity of a 360 Model 
20 computer using cards. There is nothing in Exhibit 3 
to suggest that a completed program had been developed 
or that the then computer capacity of the Faggen Com¬ 
panies would enable it, in any brief period of time, to 
complete the programs described in Exhibit 2. The record 
is abundantly dear that F rank knew that the programs 
deeribed in Exhibit 2 were not “in being”. Kaufman knew 
that Faggen would not expand except at the risk of an¬ 
other company ami that he had no organization to solicit 
new business. (1377) Api>e]lant blandly ignores the min¬ 
utes of appellant’s directors’ meeting of October 9th at 
which the Faggen acquisition was approved. The minutes 
state that Frank disclosed to the Board that the Faggen 
organization “expects to expand into the computerization 
of actuarial processes which would Ik* available for sale 
to insurance brokers and CPAs. In order to enter this 
field it would probably require the services of another 
360-20 or 25 computer” [Emphasis supplied], (191a-192a 



#73-1345) Those minutes demonstrate that appellant’s 
brief is deceptive in assorting that Exhibit 3 represented 
that a program was “in being” for automated pension 
plan calculations (Brief for appellant at 39). Tn the two 
years following the closing, there is no record of a single 
complaint bv Kaufman, Frank or any Board member who 
had approved the transaction to the effect that they had 
been misled about the computer capacity of the Faggen 
Companies. They were well aware that the expansion of 
the computer capability was to take place after the clos¬ 
ing. Thus, for example, appellant’s 1909 Annual Report- 
prepared sixteen months after the closing—refers to the 
comprehensive and highly flexible computer program 
being developed”. (1520) 

Tn the directors’ minutes of July 15, 1970, Kaufman 
stated that “the Faggen organization’s decline in earnings 
was attributed to decisions to invest in that organization’s 
future in the data processing area”. (425a #73-1345) 
Long before this lawsuit was invented by appellant’s 
present ( hairman of the Board, appellant considered that 
investment as an ordinary business risk which, of course 
it was. 


(13) The court’s finding that there was no material mis¬ 
statement or omission regarding customers (S-14a 
29a) 


On October 2nd, Kaufman and Frank went through the 
client ledger and they had the opportunity to examine all 
the accounts, including those that had been lost in the year 
prior to closing (1021-22). 

1 h<‘ court found that appellant was not interested in 
specific customers, was aware that customers would be 




lost in the ordinary course of business, and in fact did 
nothing when, within a month after the closing, a dis¬ 
gruntled employee (Tabor) left and pirated a number of 
customers of the Faggen Companies. (354-55, 434-35) 
For three and one-half years before the institution of this 
lawsuit, appellant was aware that these clients had been 
diverted.* For more than a year after Tabor’s defec¬ 
tion, Frank remained President and chief operating offi¬ 
cer of appellant; Kaufman assumed the position of 
Director-Vice President of appellant shortly after the 
closing and five months later, in May 19G9, he became 
Chairman of the Board and chief executive officer, which 
position he held until July 1970. Neither Kaufman nor 
Frank ever complained that there was any false or mis¬ 
leading statement regarding the clientele of the Faggen 
Companies. 

(14) The courts finding that there was no material 
misstatement or omission regarding any relation¬ 
ship between appellee and Benjamin Bobinson (S- 
30a) 

Notwithstanding appellant’s concession, on the record, 
that an alleged concealed conflict of interest of Mr. Rob¬ 
inson was not a 10b-5 claim (93), appellant now urges 
(Brief for Appellant at 42-44) that there was such a con¬ 
flict and that it forms a basis under Rule 10b-5 for 

rescinding the contract. The court found that “no one 

* If, as the courts have held, laches is a defense in a Rule 
10b-5 case, then it surely must bar a claim based upon Tabor’s 
defection in December 1068 (Baumel v. Rosen, 412 F.2d 571, 
574 (4th Cir. 1969), cert, denied, 3% U.S. 1037 (1970); Pl\- 
Ge in Industries, Inc. v. Green, CCII Fed. Sec. L. Rep f94,026 

(S.D.N.Y. June 15, 1973) at p. 94,128, aff'd and rcm., CCH 

Fed. Sec. L. Rep. ^94,705 (2d Cir. July 9, 1974). 
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was bemused about the close relationship between Robin¬ 
son and Harold Faggen” (S-30a) There is ample evi¬ 
dence that all concerned knew that appellee and Robinson 
had worked closely together (95-96) and that Robinson’s 
law firm represented a number of funds in which the 
Faggen Companies did the actuarial work. (357) Indeed, 
appellant's brief concedes that Frank and Kaufman were 
aware that Robinson and appellee were friends, that both 
sat as consultants on some of the pension-welfare funds, 
and that Robinson’s firm had represented appellee (289). 

The record is clear that Kaufman negotiated this deal 
totally independent of Robinson; that Kaufman prepared 
the first draft of the contract (139), which did not differ 
materially from subsequent drafts (compare 1555-1623 
with 1624-1665); that all subsequent drafts were redlined 
and transmitted to Kaufman for his approval. (250, 444- 
45) Robinson refused to participate in the negotiations 
(332); was not present during the critical negotiating 
session on October 2nd when the deal was struck (340); 
and was out of the country during most of the next two 
months when details of the contract were hammered out 
by the lawyers. (431) In short, the evidence bears out 
appellant s proxy statement that the transaction was 
arrived at as the result of arm’s length negotiations. 
(1542) (see p. 11 supra). 


(15) The court’s finding that after the closing the actu¬ 
arial business continued to be profitable (S-14a). 

• • • 

The trial court’s finding that the actuarial business 
continued to be strong is supported by appellant's own 
testimony. Appellant introduced a chart showing the 
total net income of the Faggen Companies in the years 



following the closing. (1389) The president of the actu¬ 
arial division testified as to the losses sustained in data 
processing. (816-17) The following chart demonstrates 
that the actuarial business continued to generate substan¬ 
tial profits until the year 1972, when this lawsuit was 
commenced. 


Year 

Total Net Income of the 
lag gen Companies 

Loss in Data 

Processing 

Operations 

Profits in 
Actuarial Div. 


(1389) 

(816-17) 


1969 

$260,000 

$(138,000) 

$398,000 

1970 

192,000 

(284,000) 

476,000 

1971 

136,000 

(192,000) 

328,000 


Appellant also had the opportunity to invest more than 
$2,000,(XX) which it took from the Faggen Companies be¬ 
tween 1969 and 1971, most of which was taken promptly 
after the closing, (see Finding 4, p. 22, supra). 

• • • 

The court’s ultimate findings of fact (Nos. 16 and 17, 
supra) that appellant did not rely upon Exhibit 3 and 
that appellee made no materially false- statements or 
omitted to state material facts necessary to make the 
statements made, in the light oi the circumstances under 
which they were made, not misleading—were amply sup¬ 
ported by the record and are discussed at Point II, infra. 

On the basis of the evidence in support of the court’s 
findings, it is manifest that such findings were without 
error. 
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POINT II 

Appellant failed to establish any of the elements 
of its Rule 10b>5 case. 

The trial court found that appellant failed to prove 
that the appellee was guilty of any scheme or artifice to 
defraud or that he made any untrue statement of material 
fact or omitted to state a material fact necessary to make; 
the statements made not misleading. 

The evidence is clear that Exhibit 2 was not false or 
misleading. The proof, through those who participated 
in the pre-contract negotiations, was that, on the basis 
of the income tax returns and adjustments thereto, the 
Faggen Companies’ earnings were translated into those 
that appellant, a public company, might have achieved. 
Appellant’s President requested that the validity of these 
adjustments be verified by appellant's Treasurer. (322) 
They were, and the Treasurer so testified. (1478-80) 

In its proxy statement appellant stated that the transac¬ 
tion had been negotiated at arm's length and had been con¬ 
summated after full investigation of the financial condi¬ 
tion of the Faggen Companies. Since the proxy state¬ 
ment was accurate and true (see pp. 11, 34, supra) the com¬ 
plaint is sham. 


Materiality 

The trial court found that appellee made no material 
misstatements nor did he omit to state material facts. Tn 
determining whether the statements upon which the appel¬ 
lant relies were material, the crucial and undisputed fact 
is that appellant had before it the actual historical earn¬ 
ings of the Faggen Companies for the five years prior to 





the transaction, and it was satisfied w'ith these representa¬ 
tions as to net income, all of which were coneededly true. 

Even if the summary delivered two months be¬ 
fore the closing is deemed to be material, appellant failed 
to demonstrate the respect in which it was inaccurate or 
improper. The trial court found that appellant was well 
aware of the basis upon which the figures were prepared 
(see pp. 22-23, supra). 

The definition of “materiality'” in this Circuit is set 
forth in List v. Fashion Park, Inc., 340 F. 2d 457, 402 (2d 
Cir.), cert, denied, 382 U.S. 811 (1905). A statement is 
material where “a reasonable man w'ould attach import¬ 
ance [to the fact misrepresented] in determining his 
choice of action in the transaction in question.” 

In Gerstle v. Gamble-Skogmo, Inc., 478 F. 2d 1281 (2d 
Cir. 1973), this Court stated that proof of materiality re¬ 
quires more than establishing that the plaintiff might not 
have entered into the transaction. The plaintiff has the 
burden of proving that it would not have entered into the 
transaction but for the claimed misleading statement. The 
court stated that the difference between “might” and 
“would” is more than mere “gossamer” because “when ac¬ 
count is taken of the heavy damages that may be imposed, 
a standard tending toward probability rather than mere 
possibility is more appropriate”. (478 F. 2d at 1302) 

In this case, the appellant failed to prove the lower 
standard rejected by this Court in Gerstle. It did not 
even attempt to meet the Gerstle standard. Thus, neither 
f rank nor Kaufman nor any other director testified that 
the loss of some accounts prior to the transaction would 
have affected the decision to acquire the Faggen Com¬ 
panies; neither testified that he believed that the transac¬ 
tion was based upon the Faggen Companies having com- 







pleted a computer program for a fully automated pension 
plan; there was no mention that the morale of one em¬ 
ployee (Tabor) would bear on their decision to purchase. 

The only dispute between appellee and these witnesses 
was on the issue of whether investment income was in¬ 
cluded. And on that issue, the court, having the oppor¬ 
tunity to observe all of the witnesses, disbelieved Frank 
and Kaufman and believed appellee, whose testimony was 
corroborated by McIntyre’s deposition. 

The omission of the Exhibit 2 summary and the other 
matters referred to in Exhibit 2 from the contracts is the 
most persuasive proof that appellant attached no import¬ 
ance to Exhibit 2 in determining its course of action. Who 
better than Kaufman could know what was material to ap¬ 
pellant? Kaufman was aware of the purpose of a repre¬ 
sentation and warranty provision in an acquisition con¬ 
tract. (251) Kaufman’s draft asked for, and the final 
contract provided lor, representations of historical income 
only. Kaufman testified that the first draft included all 
of the representations and warranties that he sought and 
after receiving and reviewing the revisions of the con¬ 
tracts found there was “nothing T need raise” with respect 
to the contracts. (250) The historical income was veri¬ 
fied by appellant during the course of this litigation (p. 
21, supra). Here, as in Ply-Gem Industries, Inc. v. 
Green, supra, “the persons involved in the transactions 
. . . were all sophisticated businessmen who dealt with 
each other at arm’s length. They had at their disposal 
as advisers various experts in the legal, financial and ac¬ 
counting fields. They not only displayed considerable 
business acumen but attached to their contractual commit¬ 
ments formal safeguards and reservations of the most me- 
ticluous kind.” C’CTf Fed. Sec. L. Rep. at pp. 04,118-10 
Again, as in Ply-Gem there was an “attempt to rescind 




[the] contract . . . after . . . years of uncomplaining op¬ 
eration and control . . . [based upon] afterthoughts de¬ 
signed . . to obviate the fulfillment of [the] commitments 
under [the] formal agreement.” (Id. at 94,118) 

Appellant’s brief analyzes the bottom line figures in 
Exhibit 3 as if they were financial statements which should 
have been prepared in accordance with generally accepted 
accounting principles. There is nothing which suggests 
that they were presented as such, nor was there a 
single witness at the trial who testified that the 
bottom line figures in Exhibit 3 constituted finan¬ 
cial statements. Yet this Court is presented with pages 
of analysis showing the extent to which Exhibit 3 failed 
to comply with SEC accounting rules.* (Brief for Appel¬ 
ant at 13-14) The summary was not and could not have 
been a financial statement. Financial statements reflect 
past events. Tf Titan elected to overfund the pension plan, 
there would have been no saving. Similarly, if Titan 
dected to pay appellee the same salary he had received 
in 1%S there would be no saving. None of the authorities 
cited at pp. IS and 19 of appellant’s brief are apposite. 
Republic 1 echnology Fund, Inc. v. Lionel Corn 483 F 2d 
r.40 (2d Cir. 1973). err/, denied, — 1J. S . — S- 
Bowman <& Bourdon, Inc. v. Rohr, 29G F. Supp. 847 (D. 

* ^' e trans »ction in question was not subject to SFC irrmmilnn 

gs&r&z *** “f&rsssz 

** AppeHanfs brief (p. 22) citing Republic, asserts that it was 

ceive^han X, b- r * f*" ba " park ” f,Jrures; a PPellant did not re¬ 
ceive ball I>ark figures; it received the tax returns which were 

verified as accurate down to the last dollar. It was satisfied to 
estimate on a “ball park” basis the savings that it could have 
achieved to increase the earnings had it taken over the Faggen 
Companies five years earlier. 




Mass.) aff’d, 417 F. 2d 780 (1st Cir. 1909); Value Line 
Fund, Inc. v. Marcus, CCII Fed. Sec. L. Rep. 1191,523 (S. 
D.N.Y. March 31, 1905), and Royal Air Properties, Inc. 
v. Smith, 312 F.2d 210 (9th Cir. 1902) all involved the use 
of misleading financial statements which were presented 
to the buyer and upon which the buyer expressly relied. 
In the instant case, the only financial statements supplied 
to appellant were those incorporated in the tax returns 
and delivered to appellant long before the transaction 
closed. 

Appellant has contrived a strawman argument in stat¬ 
ing that the bottom line figures did not comply with SEC 
requirements for financial statements. No one could le¬ 
gitimately claim that Exhibit 2 was intended to be a finan¬ 
cial statement in compliance with Regulation S-X or with 
Accounting Principle Board requirements. The most cur¬ 
sory examination of the Exhibit 2 summary would dis¬ 
close to the most unsophisticated investor that it was not 
a financial statement. Tt does not show gross revenues; 
it has no breakdown of expenses; it merely sets forth bot¬ 
tom line figures—under the caption: “Net Tncome-Pre Tax- 
adjusted to basis which will prevail after acquisition” 
(1300) 

Rohn, defendant’s witness, attempted to attack the 
adjustments used in preparing Exhibit 2. Rohn’s testi¬ 
mony, in general, was not accepted by the court (S-34a- 
35a) and for good reason. Rohn conceded that he made 
certain assumptions based upon the framework set by 
appellant’s present counsel (548) and although he was 
not privy to the initial transaction, he made no attempt 
to ascertain the adjustments to which the parties agreed. 
(580) Ho admitted that if his assumptions were wrong 
his answers necessarily would also be wrong. (570) He 
disregarded jMansion overfunding, without making any 



determination as to what the assets and the liabilities of 
the pension fund were even though he conceded that this 
would have to be done in order to determine whether 
the pension plan was overfunded (560) and despite the 
fact his accounting firm had in its files a letter dated 
January 18, 1072 (1604) indicating that as at December 
31, 1070 the assets of the fund were $526,540 and the 
liabilities were $201,000 and even though lie knew that in 
the three years preceding that letter appellant had made 
a total contribution of approximately $10,000 to the fund. 
(567) Holm sought to justify the reconstruction of the 
Faggen Companies’ income on an accrual basis, even 
though his partner had found that to be impossible 
(1682), and even though another of appellant’s “expert” 
accountants conceded that his partner was right. (647) 
Kohn also was willing to indicate on a document which 
he submitted to the court that the value of the marketable 
securities of the Faggen Companies was $1,076,000 (581, 
1500) even though the records of the corporation, as veri¬ 
fied by Peat Marwick Mitchell & Co., showed marketable 
securities with a value of $1,386,000 as at December 31, 
1068. (582, 701-02) lie did this by ignoring treasury 
bills having a market value of $175,000 and by arbitrarily 
reducing the value of Titan stock held by the Faggen 
Companies. (583, 602) 

Finally, Rohn unashamedly evaluated the Faggen Com¬ 
panies as of the acquisition date at $1,300,000 to 
$1,000,000 notwithstanding: (a) the Faggen Companies 
had cash, marketable securities and other current assets 
of almost $2,000,000;* (b) his own litigation inspired re- 

* Exhibit J (1677), which was prepared by apjjellant’s ac¬ 
countants, shows the net worth of the Faggen Companies as at 
Septemlier 30, 1968 to lie $1,316,834. Rut that figure is based 
upon a valuation of the securities port folio at cost—$984,329. 
F.xhibit J shows that the market value of the portfolio was 
$1,300,007. Thus, the true net worth as at September 30, 1968 
was $1,632,501. Characteristically, there is no record reference 
for appellant’s assertions that the Fag en Companies’ net worth 
was only $1,000,000 (Brief for Appeiu.it at 47). 
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construction of income for the year 1968 shows net income 
after state and city income taxes of $404,OCX) (excluding 
income derived from the securities portfolio and disre¬ 
garding pension and other adjustments) (1384); and (c) 
his own accounting firm certified that for the years 1971 
and 1972, the cost of the Faggen Companies in excess of 
the net assets (approximately $4,000,000) was not being 
amortized because it was believed to have continuing 
value (945-46, 951-52). Tf Kuhn’s assessment was valid, 
appellant should have written off the 4,00,000; stating it 
plainly: while his owa accounting firm was certifying to 
the SEC and the public that the Faggen Companies had a 
value of $5,500,000, Rohn was swearing that it was worth 
not more than $1,300,000 to $1,900,000. 

• • • 

Although the othe>- claims of false and misleading 
statement «’ r, rc almost summarily dismissed by the trial 
court on a finding that they bordered on the absurd (S- 
20p), appellant devotes some 25% of its brief to those 
claims. These include: (1) statements relating to the 
computer program; (2) statements relating to the client 
list; and (3) alleged conllict of interest. 

Computer Program 

Appellant asserts that Exhibit 3 was misleading in its 
statement that the Faggen Companies had actuarial and 
computer capacity and were in the process of program¬ 
ming completely automated pension plan calculations for 
small and medium sized employers. Appellant’s distor¬ 
tion of Exhibit 3 is discussed at pp. 30-32, supra. 


Client List 

Appellant charges (Brief for Appellant at 31 et seq.) 
that Exhibit 3 was misleading in representing the number 





43 


of current and previously acquired clients of the Faggen 
Companies and asserts that appellee had the duty to state 
that some clients had been lost in prior years and to 
forewarn that a disgruntled employee might, in the fu¬ 
ture, leave. The disgruntled employee (Tabor) left two 
weeks after the closing (434-35), taking with him clientele 
producing gross fees before expenses of approximately 
$101),000 per annum. (1307) lie and his new employer 
were sued and the Faggen Companies recovered more 
than $250,000. (355) Neither Frank nor Kaufman then 
remonstrated that he had been misled. Nor did appellant 
attempt to prove through any witness who participated 
in the transaction that appellant ever regarded the loss 
of clients by defection or otherwise as a deception. On 
October 2nd Frank and Kaufman went through the client 
list which disclosed the identities of each of the clients 
and the client accounts that had been lost as well as 
gained. (1021-22) 

Egregiously disregarding business reality, appellant at¬ 
tributes 10b-5 culpability for an after acquisition loss dur¬ 
ing 1000 and 1070 of forty clients witJi a total billing of 
about $300,000. Appellant’s brief (at pp. 37-38) ignores 
the admission by Castrovinci, the president of its actu¬ 
arial division, that in the same period it obtained a single 
client whose billing exceeded that of the lost forty clients 
and that the volume of actuarial business did not decline 
after acquisition. (811, 810-20) Castrovinci also testified 
that the business sold to the appellant—the business of 
providing actuarial services for pension and welfare funds 
—was a growth industry in 1008 and it still is. (821)* 


♦As noted above, (p. 35, supra), the earnings of the actuarial 
division held up until appellant’s current chairman, Robert Frankel, 
began his campaign against appellee. A reflection of the thin¬ 
ness of appellant’s case is its heavy reliance on Exhibit 8, a 
projection of income that assumed that the past growth rate 
would continue. Exhibit 8 was given to Robinson after the closing 
(997-8). It was never discussed with or shown to the Board of 
Directors. It thus amid not have had any bearing on appellant’s 
decision to enter into the transaction. 




Finally, neither Kaufman nor anyone else on behalf 
of appellant requested any representation or warranty 
with respect to clients. 


The Alleged Conflict of Interest 

During the trial, Judge Tyler referred to the alleged 
conflict of interest by the Robinson firm as “a lot of 
dubious razzmatazz”. (G23) In substance, the appellant 
asserts that Robinson was in appellee’s “pocket” (Brief 
for Appellant at 43); that because of Robinson’s relation¬ 
ship to Faggen there was a “mechanical handling” of the 
contract by Rosen, Robinson’s associate (Brief for Appel¬ 
lant at 43) and that Leonard Casey, a director of the 
appellant and a Vice President of The Chase Manhattan 
Bank, voted for the acquisition because the appellee had 
directed some business to The Chase Manhattan Bank. 
(Brief for Appellant at 42) 

The fact is that Kaufman and Frank were both well 
aware of Robinson’s relationship with appellee. Because 
of that relationship, Robinson did not participate in ne¬ 
gotiations (see pp. 33-34 supra). 

Rosen, who worked on re-drafts, conferred with a senior 
partner, Aronsohn, and with Kaufman with regard to the 
changes. (418) Utterly irresponsible is appellant’s insidi¬ 
ous implication that Rosen prostituted himself because of 
his senior partner’s relationship with appellee. 

As for the charge that Casey’s vote was bought, he 
didn’t even know appellee at the time of the acquisition 
and nothing about his vote related to potential business 
for The Chase Manhattan Bank. (520) The only reason 
that business was directed to The Chase Manhattan Bank 
was that its rates were lower. (G20) 
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Reliance 

The court held that appellant was required, but failed, 
to prove reliance. 

Appellant’s attack on the issue of reliance is to assert 
either that by the facts of this case it was not required to 
Prove reliance (Brief for Appellant at 44), or that if proof 
was required, it satisfied its burden. (Brief for Appellant 
at 40) Appellant is wrong on both counts. 

As to the first of its contentions, and contrary to the 
allegations in its complaint that there was a representa¬ 
tion of net income, that the representation was false, and 
that it was “relied upon by Titan” (9a, #73-1345), ap¬ 
pellant argues that this is a non-disclosure ease. The ar¬ 
gument is without merit. None of the elements of appel¬ 
lant's case involved non-disclosure. Thus, appellant claims 
that the Exhibit 3 summary of income was overstated, 
that the number of clients reflected therein was inaccurate, 
and that the computer capacity of the Faggen Companies 
was described improperly. Appellant’s argument would 
erase entirely the distinction between a false statement 
and an omission to state material facts; it would eliminate 
reliance from every 10b-5 case. By appellant’s logic, every 
10b-5 case is a non-disclosure case because where there is 
an alleged false statement there is necessarily the non-dis¬ 
closure of the true facts. And, according to appellant, 
in all non-disclosure cases proof of reliance is unneces¬ 
sary.* In Affiliated Ute Citizens v. United States, 40G 


* Even if arguendo, this were deemed to be a non-disclosure 
case, reliance would still be an element. The Ute case did not 
eliminate reliance in all non-disclosure cases but, as stated in 
Vohs v. Dickson, CCH Fed. Sec. L. Rep. (194.589, at p. 96,072 
(5th Cir. June 7, 1974), the Supreme Court held that: 

(Footnote continued on following page) 
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U.S. 128 (1972) and Shapiro v. Merrill Lynch, Pierce, Fen¬ 
ner <& Smith, Inc., CCIi Fed. Sec. L. Rep. fl<J4,473 (2d Cir. 
April 3, 1974)—the cases relied upon by api>ollant—there 
was total non-disclosure of material facts in contexts 
where it was not feasible or reasonable to establish reli¬ 
ance. Tn Ute, the plaintiff class consisted of several hun¬ 
dred poorly educated Indians whose stock was purchased 
without any disclosure of the true market price and with¬ 
out disclosure that the purchasers were market makers. Tn 
Shapiro, a class of public investors “comprised of unin¬ 
formed outsiders” (p. 95,660) purchased Douglas Aircraft 
stock while tippees with insider knowledge of adverse 
facts were selling. 

Tn both Ute and Shapiro, the defendants had a superior 
position in that they possessed inside knowledge which 
they withheld from the plaintiff class. Xo comparable cir¬ 
cumstance was present here. This was not a class action. 
The appellant was not an uninformed investor; it was 
more sophisticated than appellee (see p. 21, supra). It 
had the historical earnings figures and it had tin* oppor¬ 
tunity to, and did, investigate those figures. 

Reliance in tin* context of this case is syonymous with 
proof of causation in fact. (See Comment, Causation ami 
Liability in Private Actions for Proxy Violations, 80 Yale 


(Footnote continued from preceding page) 

proof of specific reliance on particular omissions [is] un¬ 
necessary when the circumstances indicate that the plain¬ 
tiff placed some general reliance upon the defendant’s dis¬ 
closing material information. 

Since appellant did not place general reliance upon defendant’s 
disclosure of material information but rather investigated the Fag- 
gen Companies and, in addition, sought and secured specific con¬ 
tractual representations in the very areas in which it claims appel¬ 
lee misled it, appellant cannot claim that it was relieved of its 
burden of proving specific reliance on the alleged omissions. 
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L.J. 107, 137 (1070)). Causation in fact is a basic element 
in a 10b-5 case, i.e., did the alleged misstatement or omis¬ 
sion cause the damage which the plaintiff alleges? Chris- 
Craft Industries, Inc. v. Piper Aircraft Corp., 480 F.2«l 
341, 373 (2d Cir.) cert, denied, 414 U.S. 919 (1973). Causa¬ 
tion involves the element of reasonable or justifiable reli¬ 
ance upon the alleged misrepresentation (Kohn v. Ameri¬ 
can Metal Climax, Inc., 458 F.2d 255, 288 (3rd Cir.), cert, 
denied, 409 U.S. 874 (1972); and materiality, (List v. 
Fashion Park, Inc., 340 F.2d 457, 403 (2nd Cir.), cert, de¬ 
nied, 382 U.S. 811 (1965). Reliance will not be inferred 
or presumed in the circumstances of this case. 

Chris-Craft Industries, Inc. v. Piper Aircraft Corp., 
supra, 480 F.2d at 314, made it abundantly clear that Af¬ 
filiated Utc did not eliminate reliance as an element in a 
face-to-face negotiated transaction. See also SEC v. 
Lum’s Inc., 365 F. Supp. 1046, 1059 (S.D.N.Y. 1973); Lan- 
dy v. Federal Deposit Insurance Co., 486 F.2d 139, 170 
(3rd Cir. 1973), cert, denied, -U.S.- (1974). 

In transactions between knowledgable parties, the courts 
have required not only actual reliance but have even placed 
upon the plaintiff an affirmative duty to investigate.* The 
reason for this was perhaps best expressed by this court 
in Radiation Dynamic*, Inc. v. Goldmuntz, 404 F.2d 870 
(2d Cir. 1972): 

[Rule 10b-51 was not intended to provide an escape 
hatch from which disgruntled buyers or sellers 
could avoid transactions to which they had become 
committed .... 

464 F.2d at 891. 


* See, e.ff., Clement A. F.vans <£• Co. v. McAlpine, 434 F.2d 
100, 104 ( 5th Cir. 1970), cert, denied, 402 U.S. 988 (1971). Ap¬ 
pellant’s former special counsel was of the opinion that: "Since 
Faggen’s position was adverse to that of Titan’s, Titan had an 
affirmative obligation to make its own investigation and cannot 
rely upon representations made by Faggen.” (1666) 


I 

L 
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Where the parties are sophisticated, have general busi¬ 
ness experience and expertise, are acquainted with the af¬ 
fairs of the corporation whose securities they purchase, 
ha\e access to the information alleged to bo misrepre¬ 
sented, and where there is no fiduciary relationship be¬ 
tween buyer and seller, the plaintiff has an especially 
heavy burden in establishing its reliance. Note, Reliance 
under Rule lob-5 : In the “Reasonable Investor" Reason¬ 
able?, 72 Colum. L. It. 502, 507 el seq. (1972). Cases illus¬ 
trating this principle and denying relief to sophisticated 
plaintiffs in carefully negotiated transactions include: 
Kohner v Wechsler, CCH Fed. S«*c. L. Hep. fl93,537 (S.d! 
N.\. June 10, 1972), aff’d as modified, 477 F.2d 000 (2d 
Cir. 1973); Ply-Gem Industries, Inc. v. Green CCI1 Fed 
Sec. L. Rep. 1194,026 (S.I).N.Y. June 15, 1973). aff'd, and 
rem., CCH Fed. Sec. L. Rep. If94,705 (2<1 Cir. July 9, 
1974); Kohler v. Kohler Co., 208 F.Supp. 808 (F.D.Wisc.' 
1902), aff'd, 319 F.2d 034 (7th Cir. 1903); City National 
Bank v. Vanderhoom , 422 F.2d 221 (8th Cir. 1970); Cle- 
ment A. Frans <t ( o. v. McAlpine, 434 F.2d 100 (5th Cir 
1970), cert, denied, 402 U.S. 988 (1971); Niedermeyer v 
Ntedermeyer, CCH Fed. Sec. L. Rep. fl94,123 (R Ore. 
August 21, 1973). See also, Bromberg Securities Law 
Fraud SFC Rule 10b-5, $$ 4.4,8.3. 

As the court stated in Kohn v. American Metal Climax, 

Inc., supra: 

[T]he realities of the business world must be con¬ 
sidered in formulating an appropriate rule of cul¬ 
pability for the operation of 10b-5. 

458 F.2d at 287. 

Here, the appellant employed highly qualified lawyers 
was represented by sophisticated business men, had avail- 


able to it all the tools of the accounting profession, fully 
investigated the business it acquired, negotiated compre¬ 
hensive contracts containing every representation and 
warranty that it considered necessary for its protection, 
find conceded that the representations and warranties were 
true. To predicate liability under these circumstances 
would make every party to a contract involving securities 
an insurer. 

In its alternative contention, i.e., that it proved reliance 
appellant argues (Brief for Appellant at 47-48) that the 
court erred in finding that appellant did not rely on the 
summary of adjusted earnings contained in Exhibit 2. It 
contends that each Board member relied on the earnings 
reflected therein. This contention is a distortion of the 
court’s finding (see pp. 23-24, supra) and is not borne out 
by the evidence. 

Robinson stated that the earnings were subject to the 
examination of the appellant’s treasurer. (367) Frager 
stated that the contract was subject to the investigation 
ot the Executive Committee into the financial details. (396) 
Frank knew the earnings had to be verified and he in¬ 
structed McIntyre to verify them (316, 322, 1468), which 
McIntyre did. (1478, 1480) Casey looked to the Executive 
Committee to determine profitability lief ore acquisition. 
'®“1) iNot a sin ^ Ie director present at the meeting at 
which the transaction was approved indicated that he re¬ 
lied on apjiellee's earnings as presented by Frank. Each 
of them required or assumed an independent investiga¬ 
tion. Significantly, the minutes are silent as to precisely 
what Frank told the Board and the earnings figures re¬ 
called by the directors vary from $450,000 to $550 000- 
Robinson, over $500,000 (331-32); Casey, $550,000 (516) ♦ 
Frager, $550,000 (390-91); McIntyre, $550,000 (1471) - 
Orunebaum, $450,000 to $500,000 (588); Frank, $550,000! 

(4-o4) 
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Exhibit 3 was not distributed at the directors’ meeting 
and not one of the directors present recalled being told 
that the earnings were $571,000, the figure shown on Ex¬ 
hibit 3. Frank did not even recall whether he told the 
Board that appellee’s earnings were on a restated basis. 
(305-313) Clearly, the Board was acting on Frank’s pre¬ 
sentation, not npjxllee’s memorandum. In short, every 
Board member approved the transaction—not in reliance 
on appellee s statement—but in reliance on the investiga¬ 
tion by appellant’s Executive Committee. 

finally, what about the contracts? Each director knew 
that contracts would have to be executed. Each of them 
relied on the appellunt’8 staff and counsel to assure that 
appellant was protected. 

Appellant received every representation and warranty, 
which it sought, including detailed statements of historical 
earnings for a period of five years, which statements were 
verified dollar for dollar (see p. 21, supra). Appellant 
made its own investigation of the earnings of the Faggen 
Companies and it so advised its stockholders in the proxy 
statement prepared or reviewed by the experienced SEC 
lawyer who negotiated the transaction. And, of course, 
Frank testified that the proxy statement was true, which 
it was. 


Scienter 


A third element in a 10b-5 case which appellant was re- 
<1 tured and failed to prove is scienter. Scienter was de¬ 
fined most recently by this court in Lanca v. Drrrel d Co 
47f) F.2d 1277, 13015 (2d Cir. 1973) as “willful or reckless 
disregard for the truth.” Appellant implies scienter in 
the preparation of Exhibit 2 by disputing some items of 
adjustment which went into the preparation of the ad- 




justed earnings summary contained therein. These dis¬ 
putes relate to the validity of adjustments for pension 
Overfunding, travel, entertainment and other expense 
items, and salaries. 

Kaufman was aware of the nature of these adjustments 
( , et se ^\ as was Fran k (278); and appellant had am¬ 
ple opportunity to check them against the books and rec¬ 
ords of the Faggen Companies. As the trial court ob¬ 
served, appellant’s own experts ascertained that tbe net 
rr 6 *°.? the Faggen Companies was in excess of $400,- 
000 in 1008. (35a) That figure was arrived at with as¬ 
sumptions supplied not by the principals who negotiated 
^transaction but, ratlier, by appellant’s trial counsel. 

• • • 

It is absurd for appellant to charge appellee with 
ruiif] when in December 1008 it received from appellee far 
more value than it gave. 

1 C ° ,npanie8 ,iad li< I uid ass °ta of almost 
“ SeCUrities Portfolio of more than 
$1,300 000 which was turned over to the appellant soon 
after the closing; the actuarial business was a thriving 
business which continued to thrive after the closing- it 
produced annual income substantially in excess of $350,000 
M-fore and after the closing and permitted appellant to 
withdraw $<00,000 in cash prior to the institution of this 
action Tt had growth potential (821) and was highlv 
regarded as a leader in its field. (1526)* In return for 
this business and these assets, appellee received no cash 
whatever. He was given instead low grade corporate 

* The tnaI °° urt in 'ts supplemental opinion observed that al- 
imiKli the notes may have only been worth $3,200,(XX) “filt can 
not be said . . tint at the time of the sale, Faggen’s business 
was not in fact worth $5,500,000 to Titan." f(Ha) busin «s 
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notes, whose value at the time of the transaction was not 
more than $3,200,000. (964-970, 1724-1730)* 

Ultimately, neither fact—the value of the business of 
the Faggen Companies nor the value of the notes issued in 
return therefor—is relevant. What is relevant is that each 
party got what he bargained for—and the appellant got 
what it bargained for after full investigation of the facts. 

In sum the trial court’s conclusion that a 10b-5 case 
was not proven was amply supported by the evidence. 


POINT III 

Default on promissory notes warranted judgment in 
the amount provided for by their terms. 

The appellant conceded that it had defaulted on the 
notes issued to appellee and that appellee in compliance 
with the terms of the notes had served, and appellant had 
received, due notice of default which was not cured. (102) 
On these conceded facts, the statute is dispositive on the 
propriety of the judgment. See N. Y. Uniform Com¬ 
mercial Code §§ 3-10f>(c) and 3-109(1) (c). 

The established remedy against a debtor for his 
breach of a contract to pay a sum certain in dollars 
of the legally established currency is a judgment 
for the exact principal sum in dollars, with interest 
at some legally fixed rate from maturity. 

5 Corbin on Contracts §1005, at 52 (1904 ed.). 


* Appellant, in Point I of its brief, assumes that the notes 
were the equivalent of $5,500,000 in cash fsec c.g., Brief of Ap¬ 
pellant at 47). At Point II, however, it acknowledges that the 
value was in fact $3,200,000 or less. 
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Appellant constructs a strawnian by its contention that 
the acceleration of the notes resulted in a judgment for un¬ 
earned interest. In support thereof it cites Northtown 
Theatre Corp. v. J. J. Mickelson, 226 F.2d 212 (8th Cir. 
1955) for the proposition that unearned interest is not re¬ 
coverable. Unearned interest is not an issue in this case. 
Appellee’s judgment is for the “exact principal sum in 
dollars, with interest from maturity” (the notes matured 
upon default). 

The essence of appellant’s argument is that since it is¬ 
sued notes worth only $3,200,000, the difference between 
this amount and the face amount was unearned interest. 
Thus, appellant completely disregards all of its own con¬ 
tentions that it bought appellee's business for $5,500,000 
and that this was the price it promised to pay. Since it 
cannot prevail on its claim of fraud, it would avoid its 
promise to pay the bargained for price. 

The law is clear that acceleration of notes in accordance 
with their terms is not a penalty. See Mntiufaeturerx 
Trust Co. v. Ilollinger, 141 N.Y.S.2M 795, 797 (Sup. Ct. 
1955); 5 Corbin on Contracts §1065, at 376 (1964 ed.). 

3 he liquidated damage cases cited at page 57 of appel¬ 
lant’s brief are patently inapj>osite. The district court 
rendered judgment because appellant failed to honor prom¬ 
issory notes issued for value. None of the liquidated 
damage cases suggests that such notes should be rewritten 
by a court. 

Absurd is appellant’s argument that because appellee 
accepted notes with a then cash value of $3,200,000 in 1968, 
appellee is entitled to recover only the then value (or 
something less). The enforcement of appellant’s concepts 
would make a shambles of the world of commerce. Ap- 
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pellee did not receive $3,200,000 in 1008; lie received 
notes in the principal face amount of $5,500,000, and ap¬ 
pellant defaulted on those notes. Every day there are is¬ 
sued notes, bonds, mortgages and debentures whose prin¬ 
cipal face amount is more or less than the then market 
value. Courts do not require a purchaser of such an in¬ 
strument to prove its value in enforcing the debtor’s ob¬ 
ligation to pay what it promised. 

Appellant argues (Brief for Appellant at 59 et scq.) 
that the commencement of an action, which was purport¬ 
edly based upon a violation of the securities laws, in some 
manner relieved it of its obligation to make payment on 
the notes.* There is nothing in the cases relied upon by 
appellant remotely suggesting such a bizarre meaning o r 
Section 29 of the Securities Exchange Act. Appellant was 
not required to default as a prerequisite to filing its re¬ 
scission action. If appellant's view of the law were cor¬ 
rect then any debtor short of funds to meet its obligations 
could commence an action purportedly based upon the se¬ 
curities laws and thereby obtain a moratorium. 

Appellant Had Its Day In Court 

Appellant distorts prior proceedings in asserting that 
the bifurcated trial deprived it of its right to prove set¬ 
off and that the court below and this court sanctioned its 
default. (Brief for Appellant at 58-59) 

The bifurcated trial was to permit a hearing on damages 
only in the event that appellant prevailed. (122(1) Tt, was 

* Paragraph 3 of the notes (1739) provided for redemption at 
the option of the appellant by payment of a premium. Appellant's 
claim would, of course, permit it, by defaulting, to redeem the 
notes at a substantial discount. 






recognized that (a) the principal amount of the notes was 
a liquidated sum, und (b) rescission, five or six years 
after the acquisition, was not a feasible remedy even if 
appellant proved its case. Appellant’s theory that it was 
entitled to reform the contract so as to limit appellee’s 
recovery to $3,200,000 was thought up by its counsel “at 
lunch” (1185), after his summation and immediately be¬ 
fore the court rendered its decision. 

Appellant never sought to plead set-off and its asser¬ 
tion that Judge Ryan determined that “$1 million claim 
of setoff constituted evidentiary matter which could Is- 
properly asserted in reduction of any sums recoverable 
by defendant Faggan” (Brief for Appellant at 02) is un¬ 
true. 

Prior to trial, appellant moved to amend its complaint 
(538a, 557a-G5a, #73-1345 )—not its reply (38a, #73-1345) 
—to add four additional counts. Judge Ryan in a mem¬ 
orandum endorsement dated June 22, 1973 (3a), denied 
the motion, stating: 

The four causes of action which Titan would add 
to this suit are pleaded in somewhat rambling fash¬ 
ion and are but a resume and recital of evidence 
which Titan may offer in evidence under its pres¬ 
ent complaint. To permit these duplicitous counts 
to be added would serve only to hamper the orderly 
presentation of the evidence. 

These additional counts are based on a claim that 
there was a secret consideration paid to Titan's 
Chairman of the Board, Benjamin Robinson, in 
September, 1%8, at the time of the acquisition of 
the Faggen companies. This Titan claim is estab¬ 
lished by the fact that Faggen was able to convince 
one of his actuarial clients to hire Robinson’s law 
firm, which received some $250,000 in fees since Sep- 
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tember, 1068. Tt is also alleged tlmt Faggen did not 
toll Titan of the depletion of a list of clients and 
business. But all of this is evidence admissible un¬ 
der the present pleadings. 

Judge Tyler permitted proof to be offered on the mat¬ 
ters alleged in the proposed amended complaint. Appel¬ 
lant conceded that the trial court did not cut him off on 
these issues and was “very fair”. (1231) In fact, appel¬ 
lant’s brief is replete with references to the evidence on 
those matters. Appellant had its day in court on the is¬ 
sues it framed and, after putting in it entire case, it rested. 
The court found that it failed to prove its case and judg¬ 
ment on the notes automatically followed. 

Appellant’s counsel’s trial strategy was binding upon it. 

A lawyer must bo able to determine questions of 
strategy during trial; and unless there are excep¬ 
tional circumstances or unless the lawyer is so in¬ 
competent as to deprive the defendant of the right 
to effective assistance of counsel, his decision re¬ 
garding trial strategy must Is* binding. 

V. S. ex rrl Cruz v. La Valiev, 448 F.2d 671, 676 (2d C'ir. 
1671), cert, dmivfl, 406 U. S. 658 (1672). 

Tn Rue v. Feu: Const. Co., 103 F.Supp. 460, 502 (D.l).('. 
1652), the court, in denying a motion to reopen, stated: 

It is the view of this court that failure of a party 
to call available witnesses to meet issues raised at 
the trial does not constitute justification for reopen¬ 
ing a case after determination by the court. Public 
policy and the court calendar are such as not to 
permit a party litigant to gamble on reliance on one 
theory at the trial and, after a contrary view of the 
evidence is adopted by the court and is to 1 m- fol¬ 
lowed in its judgment on the facts of record, to 
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seek to reopen the case to moot the other issues 
raised by that record, in an attempt to make for a 
finding in its favor on the theory adopted by the 
court. 

As to appellant’s contentions that Judge Ityan and this 
court both sanctioned its failure to pay interest install¬ 
ments on the notes (Brief for Appellant at 58-59), the 
facts are as follows: Shortly after tin* commencement of 
the action appellee moved for a temporary mandatory in¬ 
junction directing payment of interest pendente 'lite. 
Judge Ryan held that appellee was entitled to a prompt 
trial^ and he thereby effectively granted relief under Rule 
G5 Fed. R. Civ. P. When, notwithstanding Judge Ryan’s 
decision, appellee could not get a prompt trial, he appealed 
from the decision relating to the preliminary injunction. 
On the argument of that appeal, Chief Judge Kaufman 
asked appellee’s counsel whether he was, in fact, seeking 
a prompt trial, and whether a direction from this court re¬ 
quiring a prompt trial would satisfy him. When apjjellee’s 
counsel responded affirmatively, this court, from the bench, 
affirmed Judge Ryan’s decision below and directed that a 
trial commence not later than January 1974. According 
to appellant, this sanctioned its unilateral decision to with¬ 
hold interest on the notes.* 

* Appellant's decision to withhold interest was outrageous in 
light of the fact that it had derived more than $2,000,000 from 
the Faggen Companies during its ownership and had paid appel¬ 
lee some $600,000 in interest during that period of time. Thus, 
even if it were entitled to full rescission, it would owe substan¬ 
tially more than the interest payments which would have been 
Paid during the lawsuit. As a matter of fact, after the trial, ap¬ 
pellant's counsel made the following concession: “Your Honor, 
the case was always what Titan owed Faggen. We always owed 
him something. We always owed him two million dollars. That 
was conceded in the papers." (1239) We submit that appellant 
withheld the interest payments solely as a device to bludgeon ap¬ 
pellee into con verting his notes into stock. 
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It is, of course, axiomatic that the grant or denial of a 
motion for preliminary injunction is not a determination 
of the merits. Benson Hotel Corp. v. Woods, 1G8 F.2d 
G!>4, G98 (8th Cir. 1948). 

CONCLUSION 

The finding* and conclusion* of the court below 
are fully supported by the evidence. The judgment 
below should be affirmed. 

Respectfully submitted, 

Sheib, Shatzkix & Cooper 
Attorneys for Appellee 

Burton S. Cooper 
Edward Labaton 
Joel C. Feffeb 
Of Counsel 
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